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SYSTEM FOR AND METHOD OF RISK MINIMIZATION AND 
ENHANCED RETURNS IN AN INTELLECTUAL CAPITAL 
BASED VENTURE INVESTMENT 

FIELD OF THE INVENTION 

[0001] The present specification relates generally to investment 
methods and systems. More particularly, the present specification relates to a 
system for and a method of risk minimization and enhanced remrns in an intellecmal 
capital based venture investment. 

BACKGROUND OF THE INVENTION 

[0002] In general, investors attempt to minimize the risk associated 
with investments. Heretofore investors have attempted to minimize risk associated 
with investing in ventures by assessing quality of management, business model risk, 
market opportunities, and possible returns on investment (ROI). Nevertheless, 
predicting ROI can be a difficult and inexact practice. 

[0003] Such investment risks are particularly prevalent with early 
stage start-up or later stage technology dependent companies. Predicting success in 
such companies can be very challenging. Often such companies have few tangible 
assets that can be used as collateral in obtaining financing. Nevertheless, early stage 
and technology dependent companies can have great value in intangible or 
intellecmal assets. Intellectual assets can include ideas that may or may not be 
incorporated into patents or patent applications. Intellectual assets can also include 
domain names, trademarks, copyrights, know-how, trade secrets, and a variety of 
other intellectual properties. 

[0004] Investors can invest m the form of debt (i.e., a loan), equity 
(i.e., common or preferred stock), or a combination thereof. Conventionally, 
investors can recoup losses from failed investments (regardless of whether or not the 
investment was directed to early stage or technology dependent companies) by 
taking a tax deduction for loss or worthlessness of the loan or investment. The 
amount, timing and characterization of such a tax deduction differs depending upon 
whether the venture capital or private equity firm is treated as an "investor" or in 
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the "trade or business of making loans". Typically, venture capital funds are 
treated as "investors" by the Internal Revenue Service (IRS). In such cases the loss 
can be taken as a capital loss. In order to take advantage of this capital loss, the 
burden is on the secured party to demonstrate that the loan or investment is 
completely worthless. Generally, such a demonstration involves either the 
commencement of a lawsuit against the debtor to obtain a judgment and collection 
on the judgment or a strong showmg that taking such legal steps would not result in 
any recovery of value or payment on the debt. The namre of the deduction, the 
timing of the deduction and the manner of satisfying the secured party's burden of 
demonstrating worthlessness are all highly fact sensitive and differ from investor to 
investor and transaction to transaction. 

[0005] Thus, there is a need for a system for and a method of risk 
minimization and enhanced returns in an intellectual capital based venture 
investment. Further, there is a need to recoup from losses incurred in investments 
other than taking a tax deduction for loss or worthlessness of the investment or loan. 
Even further, there is a need to make investment risk determinations where an 
investment is made in a venture having an intellectual asset, such as, a patent or 
patent application. 

[0006] The teachings hereinbelow extend to those embodunents 
which fall within the scope of the appended claims, regardless of whether they 
accomplish one or more of the above-mentioned needs. 

SUMMARY OF THE INVENTION 

[0007] An exemplary embodiment relates to an investment risk 
minimization system involving a venture capital or private equity investor and a 
venture needing investment from said investor. In such a system, an exemplary 
method can include providmg an investment to a venmre having an intellectual 
asset, and receiving a security interest in the intellecmal asset. The security interest 
secures an ownership right upon failure by the venture to meet established 
parameters. Further, if the venture receiving the mvestment fails to meet the 
established parameters, the method includes obtaining an ownership interest in the 
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intellectual asset, valuing the intellectual asset, and transferring the intellectual asset 
to a charitable organization. 

[0008] Another exemplary embodiment relates to a method of 
recouping losses in a failed venture capital investment where the failed venture 
capital investment is in a venture having an intellectual asset. This method can 
include obtaining cooperation from a debtor and any secured parties having security 
interests in the debtor, receiving full ownership of an intellectual asset from the 
debtor in satisfaction of an obligation incurred from an agreement with the debtor, 
holding the intellectual asset for one year from receiving full ownership of the 
intellectual asset, donating the intellectual asset to a permissible charitable donee 
after one year from receiving full ownership of the intellectual asset, and reporting 
an appraised value of the donated intellecmal asset to the Internal Revenue Service 
to obtain a tax deduction for the donation. 

[0009] Another exemplary embodiment relates to a method 
executed by a computing device to provide investment risk minimization 
determinations where an investment is made in a venture having an mtellectual 
asset. This method can include receiving a determination of a value of an 
intellectual asset owned by an investment-seeking venture, determining an 
investment based at least partially on the value of the intellectual asset where the 
investment is made in the investment seeking venture in exchange for a security 
interest in the intellectaal asset, determining minimum performance conditions for 
the investment seeking venture where the minimum performance conditions are 
indicative of conditions needed for the determined investment to be recouped, and, 
upon failure to meet the minimum performance conditions, determining tax benefits 
available where ownership of the intellecmal asset is obtained and donated to a 
charitable organization. 

[0010] Other feamres and advantages of embodunents of the 
present invention will become apparent to those skilled in the art upon review of the 
following drawings, the detailed description, and the appended claims. 
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BRIEF DESCRIPTION OF THE DRAWINGS 
[0011] The invention is illustrated by way of example and not 
limitation in the figures of the accompanying drawings, in which like references 
indicate similar elements and in which: 

[0012] FIGURE 1 is a general schematic representation of an 
mvestment risk minimization system in accordance with an exemplary embodiment; 

[0013] FIGURE 2 is a flow diagram illustrating an investment risk 
minimization method in accordance with another exemplary embodiment; and 

[0014] FIGURE 3 is a flow diagram illustrating an investment risk 
minimization method in accordance with yet another exemplary embodiment. 

DETAILED DESCRIPTION OF THE EXEMPLARY EMBODIMENTS 

[0015] A system for and method of risk minimization and 
enhanced returns in an intellectual capital based ventore investment are described. 
In the following description, for purposes of explanation, numerous specific details 
are set forth to provide a thorough understanding of exemplary embodiments of the 
invention. It will be evident, however, to one skilled in the art that the invention 
may be practiced without these specific details. In other instances, well-known 
structures and devices are shown in block diagram form to facilitate description of 
the exemplary embodiments. 

[0016] FIGURE 1 illustrates a diagrammatical representation of an 
investment risk minimization system 100. In an exemplary embodiment, investment 
risk minimization system 100 includes an investor 110, a venture 120, and a 
charitable organization 130. Investor 110 provides a venture capital investment in 
venture 120. In remrn for the venture capital investment, investor 110 receives a 
security interest in an intellectual asset (lA), such as, a patent, patents, or patent 
pending assets of venmre 120. In the event of a failure to perform or achieve 
established parameters or performance objectives, investor 110 assumes ownership 
of the secured assets. Investor 110 can then transfer (e.g., sell, license, donate, 
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etc.) the secured assets to an organization or entity, such as, charitable organization 
130. 

[0017] Investor 110 can be an individual, corporation, partnership, 
or other entity. Venture 120 can be an individual, a start-up company, a 
partnership, or other entity. The venture capital investment may be the form of 
cash, stock, a like kind investment, real estate, commercial paper, or other 
investment instriraients. Performance obligations can be any type of goal or 
objective by which the success of venture 120 may be judged, either quantitatively 
or qualitatively. For example, performance objectives can include ROI goals over a 
predetermined period, earnings goals, market penetration goals, gross sales goals, 
or other such objectives. 

[0018] In an exemplary embodiment, investment by investor 1 10 is 
structored to allow tax advantages from donation of the assets to an approved 
Internal Revenue Code Section (IRC) 501(c)(3) charitable organization. Donation to 
an IRC Section 501(c)(3) charitable organization can offset earnings from other 
investments within an investment portfolio to reduce taxable earnings. 

[0019] While the rules governing charitable contributions are 
primarily covered by Internal Revenue Code (IRC) Section 170(m), Revenue Ruling 
58-260 provides the following specific insight into the deductibility of donated 
patents: 

[0020] The fair market value of an undivided present 
interest in a patent, which is contributed by the owner 
of the patent to an organization described in section 
170(c) of the Internal Revenue Code of 1954, 
constitotes an allowable deduction as a charitable 
contribution, to the extent provided in section 170, in 
the taxable year in which such property was 
contributed, [emphasis added] 
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[0021] The appraised fair value of intellectual capital (e.g. , a 
patent) at the time of disposal (e.g., donation) may be significant. The tax 
deduction obtained from the disposal can be used to offset gains from other 
investments. 

[0022] The funding of investor 1 10 may be generally broken into 
both an equity (majority) and debt (minority) transaction. The debt portion of 
funding is secured by the portfolio company's lA. This I A is reclaimed in the event 
of failure of venture 120 to achieve the established parameters and then auctioned or 
donated. Not all patents are believed to have donation value. In certain cases, these 
assets may sunply be held for future use or sale. In assessing the best disposition 
strategy, consideration should be given to the likely future market for the 
technology, the ability of other venmres within the same portfolio to use the I A and 
the competitive protection afforded other related ventares by restricting competitive 
access to the lA. 

[0023] In an exemplary embodiment, an independent valuation of 
the patents to be donated must be done. As the value is market-focused, the prior 
business resuh of the portfolio company will not strictly lunit the appraised 
valuation. More specifically, the premise of value to be used is "fair market value" 
defined as the amount at which the asset would change hands between a willing 
buyer and a willing seller, within a commercially reasonable period of tune, each 
having reasonable knowledge of the relevant facts, neither under any compulsion to 
act, with equity to both. 

[0024] As to the measure of proof in determining the fair market 
value, all factors bearing on value are relevant including, where pertinent, the cost, 
or selling price of the item, sales of comparable properties, cost of reproduction, 
opinion evidence and appraisals. Fair market value depends upon value in the 
market and not on intrinsic worth. 

[0025] The cost or actual selling price of an item within a 
reasonable time before or after the valuation date may be the best evidence of its fair 
market value. Before such information is taken into account, it must be ascertained 
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that the transaction was at arm's length and that the parties were fully informed as to 
all relevant facts. Absent such evidence, even the sales price of the item in question 
will not be persuasive. 

[0026] In a first exemplary embodiment, investor 1 10 obtains a 
security interest in the pending or issued patents of venture 120 at the time of the 
original investment. Such a security interest is structured such that ownership 
reverts back to investor 110 if venture 120 is liquidated. 

[0027] In a second exemplary embodiment, investor 1 10 may 
alternatively structure an investment in such a way as to assign the patent rights of 
venture 120 to a separate Intellectual Asset ("lA") Holding Company unique for 
each investment (or collectively as lA Holdings) and then offer its portfolio 
companies an exclusive license cancelable if certain milestones are not reached. 
This strategy also has the benefit of making the collective lA of portfolio 
investments available to all entities. A further advantage is the potential of such a lA 
Holding Company to generate third party licensing income. 

[0028] It is expected that the donated value of the lA may exceed 
the original investment by investor 1 10 allowing for complete fiind recovery on an 
after tax basis. Investor 110 can use the tax advantages generated from donations of 
patents to offset income from successful investments. These tax savings value can 
be shared with the investor's limited partners by way of reduced management fees. 

[0029] Advantageously, system 100 provides for venture capital or 
private equity investor 1 10 to take a security interest in an lA in venture 120 in 
order to secure the debt piece of an investment. In the event of a default, investor 
110, as a secured party, is governed by Article 9 of the Uniform Commercial Code 
(U . C . C . ) . Article 9 provides : 

[0030] (1) a secured party can retain the 
collateral in full satisfaction of the obligation, 
provided that proper notice is sent to the debtor 
and other secured parties (if any) and no objections 
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are made or (2) a secured party may dispose of the 
collateral in a commercially reasonable manner 
(and subsequently pursue any deficiency) or, remit 
the excess to the debtor. 

[0031] Currently, a new Article 9 to the U.C.C. has been adopted 
by a majority of the states in the United States of America. New Article 9 modifies 
provision (1) (above) to provide for the retention of collateral in partial satisfaction 
of the obligation. Partial satisfaction of the obligation allows the debtor to pursue 
any deficiency remaining after the debtor is credited with a value (of the collateral) 
as may be agreed to by the parties. 

[0032] A charitable donation of collateral would not constimte 
disposition in a "commercially reasonable manner" under provision (2) described 
above. Thus, to retam the intellecmal asset collateral, under provision (1), mvestor 
110 must obtain the consent of the debtor as well as other secured parties before 
making a donation of the collateral to a qualified charity. 

[0033] Factors which may affect whether the debtor or other 
secured parties consent can include an economic analysis. If the debt owed to 
investor 1 10 exceeds what the debtor and any other secured creditors perceive as the 
value of the patent, it is likely that an agreement can be reached whereby investor 
110 retains the patent in full satisfaction of the debt. In an alternative environment, 
the debtor may consider any personal guarantees or other collateral held by the 
secured party. For example, if there is a personal guaranty or other collateral 
involving significant personal items of the debtor or other valuable business 
interests, the debtor may wish to simply give up the patents in full satisfaction of the 
debt rather than risk personal loss or the loss of other valuable collateral. In an 
alternative embodunent, the debtor may simply want to be finished with an 
unfortunate experience and allow the secured party to retain the collateral in full 
satisfaction of the debt. 

[0034] In an exemplary embodiment, if a secured party disposes of 
the collateral via an auction, the secured party may itself bid on the collateral either 
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with cash or via a credit bid, acquire it, and then make a contribution to satisfaction 
of the debt. However, such a bid to purchase patents may be a factor to establish a 
fair market value for purposes of determining the charitable deduction. 

[0035] As discussed above, investor 110 has the ability to make a 
tax deductible contribution of the collateral (e.g., lA) as allowed under Section 170 
of the Internal Revenue Code for charitable contributions. To give rise to a tax 
deduction, the contribution must be a transfer of money or property to a permissible 
donee without receipt of economic consideration or benefit in return. Whether 
investor 1 10 can utilize, in whole or in part, the deduction allowable under Section 
170 to reduce income taxes depends on the situation of investor 110. 

[0036] First, to qualify for a deduction, investor 1 10 must transfer 
its entire interest in the property to a permissible donee. In an exemplary 
embodiment, where the collateral is a patent, the transfer must consist of the patent 
and all rights pertaining thereto. The interest of investor 110 in the transferred 
property must be unencumbered. The contribution must be completed and 
documented in the manner in which the transfer of legal ownership of a patent is 
normally consummated. For example, the transfer can include execution of an 
assignment and the registration of the transfer with the United States Patent and 
Trademark Office. 

[0037] In an exemplary embodiment, contribution of uitellectual 
assets can be made to one of the following types of permissible donees: (1) a state, 
a possession of the United States, any political subdivision of a state or possession, 
the United States, or the District of Columbia, so long as the contribution is made 
exclusively for public purposes; or (2) an organization described in Section 
501(c)(3) of the Internal Revenue Code, which is an organization not classified as a 
private foundation under Section 509(a) of the Internal Revenue Code. In the 
example of an entity described in Section 501(c)(3), a deduction is permitted only if 
the entity is created or organized under the law of any state, the District of 
Columbia, the United States, or any possession thereof. A contribution by a 
corporation to a trust, check, fund, or foundation is deductible only if it is to be 
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used within the United States or its possessions exclusively for purposes specified in 
Section 5Gl(c)(3)(3). However, the requirement that a gift by a corporation must be 
used within the United States or its possessions does not apply if the gift is made to 
an entity that is organized as a corporation under the law of any state, the District of 
Columbia, the United States, or a possession thereof. 

[0038] The amount of a deduction for a charitable contribution of a 
patent is equal to the patent's fair market value on the date of the contribution, 
provided that certain requirements discussed hereinafter are met. Revenue Ruling 
58-260, 1958-1 C.B. 126. "Fair market value" is the price at which the patent 
would change hands between a willing buyer and a willing seller, neither being 
under any compulsion to buy or sell and both having reasonable knowledge of 
relevant facts concerning the property. Treasury Regulations § 1.170A-1 (c)(2). To 
generate a full fair market value deduction, the donated property must be a capital 
asset in the hands of the donor and must have been held by the donor for at least one 
year prior to the transfer to the charitable donee. In the case of property received 
by a donor on the foreclosure of a security interest, the holding period begins on the 
date the donor becomes the legal owner of the property, not on the date the security 
interest was granted. 

[0039] The amount that may be deducted by a taxpayer in any year 
is limited under Section 170(b) of the Internal Revenue Code. In the case of an 
individual, a charitable contribution of property is generally allowable as a 
deduction to the extent that the aggregate of all such contributions for the year does 
not exceed 30 percent of the taxpayer's contribution base for die year; a carryover 
of the excess to each of the five succeeding taxable years is allowed. The term 
"contribution base" means the taxpayer's adjusted gross income computed without 
regard to any net operating loss carryback. Internal Revenue Code § 170(b)(1)(F). 
In the case of a corporation, the total deduction allowed for all charitable 
contributions for any taxable year may not exceed 10 percent of the taxpayer's 
taxable income, computed with certain adjustments listed in Section 170(b)(2). A 
five-year carryover of the excess is allowed. 
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[0040] A further requirement for the deduction of a charitable 
contribution of property is proper substantiation and reporting of the gift. The 
following rules apply to the gift of a patent: 

[0041] • A charitable contribution of a patent worth $250 or more 
must be substantiated by the receipt from the charitable donee of a 
written acknowledgment, obtained on or before the earlier of the date 
on which the taxpayer files a return for the year in which the 
contribution was made or the due date for the filing of the return. 
The receipt must meet all requirements specified by the Internal 
Revenue Service. 

[0042] • When an individual, closely held corporation, personal 
service corporation, partnership, or S corporation claims a charitable 
contribution deduction for a gift of property worth more than $500, 
Form 8283 must be filed with the appropriate taxpayer's income tax 
return for the year of the gift. 

[0043] • If a taxpayer is required to file Form 8283 for a gift of 
property, and the deduction claimed for that gift and all similar items 
of property exceeds $5,000, an appraisal requirement also applies. 
The donor must obtain a qualified appraisal of the property and attach 
an appraisal summary to the income tax return on which the 
charitable contribution deduction is claimed. A qualified appraisal 
may be made at any time from 60 days before the donation up to the 
due date for the return on which the donor reports the gift. The 
appraisal and appraisal summary must comply with regulations issued 
by the Internal Revenue Service, and the appraisal must be conducted 
by a "qualified appraiser," as defined in the regulations. Treasury 
Regulations § 1.170A-13. 

[0044] The appraisal of the I A may be based on several methods. 
The most common means for appraisal of the lA are the cost, market and income 
approaches. The cost approach is based on the economic cost to replace or recreate 
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the asset. This method is based on the theory that the recipient of the lA or licensee 
avoids these costs by obtaining the lA from others. The cost approach considers the 
following items, among others: research and development, testing and regulatory 
approval costs, patent protection costs, equipment and other capital investments, and 
the oppormnity costs of diverted resources. 

[0045] The market approach is based upon the arm's-length price 
paid in comparable transactions. This approach is based on the theory that the user 
of the lA is not v/illing to pay more than others have paid for sunilar rights. 
Relevant criteria to assess what constitotes a comparable transaction include: nature 
of technology, extent of patent protection, market size and characteristics, and the 
terms of the transfer agreement including exclusivity and field of use restrictions. 

[0046] The income approach is based upon the present value of the 
expected future income stream that may be generated by the lA. This approach is 
based on the theory that the user of an lA is willing to pay some portion of its 
economic gain from use. The computation of value is well known and based on the 
amount of the income stream, its duration and the risk associated with the income. 

[0047] For portfolio companies seeking a subsequent round of 
investment, it is contemplated that the Investor's residual rights may terminate upon 
this later funding as such a release may be necessary to encourage the secondary 
investment. Such secondary funding is often strong evidence of the likely success of 
the venture thereby reducing the potential for application of the inventive strategy. 

[0048] FIGURE 2 illustrates a flow diagram 200 of exemplary 
steps in a process of investment risk minimization. In an exemplary embodunent, a 
step 210 is performed in which an investor provides a venture with an investment in 
exchange for a seciu-ity interest in an intellecmal asset. An investor can provide an 
investment as a first round funding investment or a seed investment. A security 
interest can involve a reversionary ownership right which reverts upon failure of the 
investment or failure by the venture to meet parameters determined in the 
investment agreement. 
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[0049] After step 210, a step 220 is performed in which a 
determination is made as to whether the investment has met established parameters, 
such as, when the venture has not met established milestones or parameters. 
Alternatively, failing to meet established parameters can include the ending of the 
venture. Such milestone or parameters may include sales or profit goals, customer 
penetration, strategic partnership agreements, establishing of a distribution network, 
or other factors fundamental to the success of the venture. 

[0050] If the investment fails to meet established parameters, a step 
230 is performed in which ownership interest in the intellectual asset goes to the 
investor. For example, if the ownership asset is a patent, the investor is assigned 
ownership rights to the patent. After step 230, a step 240 is performed in which the 
intellectual asset is valued. For example, the fair market value (FMV) of the 
intellecmal asset may be used. In an exemplary embodmient, the FMV of the 
intellectual asset is determined by using the cost, market or income approach 
described herein. Alternatively, a value greater or less than the FMV can be used, 
wherein the asset is valued by other ordinary and accustomed valuation schemes. 

[0051] After step 240, a step 250 is performed in which the 
intellectual asset is donated to a charitable organization. In an exemplary 
embodiment, the investor holds the intellectual asset for one year. After step 250, a 
step 260 is performed in which tax deductions are taken for the donation of the 
intellectual asset to the charitable organization. 

[0052] FIGURE 3 illustrates a flow diagram 300 of exemplary 
steps in a process of investment risk and its minimization. In an exemplary 
embodiment, step 310 is the form in which investor 110 obtains the consent of the 
debtor and other secured parties (if any). As explained above with reference to 
FIGURE 1, Article IX of the U.C.C. requires cooperation of the debtor and other 
secured parties. After step 310 is performed, a step 320 is performed in which 
investor 1 10 receives the entire interest of the intellectual asset subject to a security 
interest under the investment agreement between the investor and the debtor. 
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[0053] After step 320, a step 330 is performed in which the 
received intellectual asset is held for one year from the date investor 110 becomes 
owner of the property. This one year waiting period is intended to achieve long 
term capital gain status. In step 340, investor 110 identifies a permissible donee. 
As described above, a permissible donee is prescribed by law. 

[0054] In step 350, investor 110 receives substantiation from the 
donee. In a step 360, if the intellectual asset is valued over $5,000, a step 370 is 
performed in which an appraisal by a qualified appraiser is obtained. After step 360 
is performed or if the value of the collateral is not over $5,000, a step 370 is 
performed in which a report of the donation is provided to the IRS. 

[0055] Investment risk minimization system 100 described with 
reference to FIGURES 1-3 advantageously provides investors with a means of 
recoupmg to some degree losses m investments. System 100 is particularly useful 
where investments are made in technology-oriented companies having few tangible 
assets. 

[0056] While the embodiments illusttated in the FIGURES and 
described above are presently preferred, it should be understood that these 
embodiments are offered by way of example only. Other embodknents may include 
additional procedures or steps not described here. The invention is not lunited to a 
particular embodiment, but extends to various modifications, combinations, and 
permutations that nevertheless fall within the scope and spirit of the appended 
claims. 
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